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STATEMENT OF POLICY 


Proposed Petroleum and Natural Gas Act 


and 


New Canada Oil and Gas land Requlations 


The Honourable Alastair Gillespie, Minister of 
Energy, Mines and Resources and the Honourable 
Judd Buchanan, Minister of Indian Affairs and 
Northern Development today announced the ele- 
ments of a Petroleum and Natural Gas Act which 
will be placed before Parliament later this 
year. The Act will provide for a new regula- 
tory system to govern the manner in which oi] 
and gas rights are made available for devel- 
opment in Canada's Territories and Offshore 
regions. The accompanying Schedules set out 
the proposed legislative elements. 


This new legislation is designed to promote 
the early assessment of Canada's frontier oi] 
and gas resources through incentives to ex- 
plore, and disincentives to allow land to 
remain idle, and by granting the necessary 
authority to require a certain pace in explo- 
ration activity as a condition of holding 
exploration permits. This is in accordance 
with the goal of self-reliance and the ele- 
ments of the National Energy Strategy announ- 
ced in late April. Given the desirability of 
reducing our dependence on foreign oi1 there 
is an essential "need to know" associated with 
the early delineation of Canada's resource 
base with a view to developing a secure supply 
of hydrocarbons for our future needs. Should 
it become evident that the reserves are not 
there, the sooner we know the better, so that 
other options available to Canada based on 
non-petroleum sources of supply can be pro- 
ceeded with. 


The legislative elements to stimulate increased 
levels of exploration include certain fiscal 
and land-holding incentives, together with com- 
plementary provisions for greater governmental 
control over the timing, direction, rate and 
level of exploration, development and produc- 
tion activities. In addition, the legislation 
will permit Canadian firms, including Petro- 
Canada, to benefit more fully from the devel- 
opment of the resource base. 


Some 500 million acres of land are now out 
under federal permits. Figure 1 indicates how 
the 12-year term of these permits expires over 
the next seven years. 


Improved efficiency in the collection of a 

fair share of the economic rent from discov- 
eries will be accommodated through the intro- 
duction of a new Progressive Incremental Royalty 
system in addition to the basic royalty on 
production. 


As a special incentive for early exploration 
activity in the frontier regions, all discov- 
eries made on or before June 30, 1980, will be 
exempted from payment of the incremental royal- 
ty for a period of three years from the date 
when it would first become payable. 


The Ministers noted that the continued involve- 
ment of Industry is essential, not only from 
the standpoint of providing investment capital, 
but for new ideas stimulated by the competitive 
nature of the business. A discovery may be the 
result of several successive waves of explora- 
tion based on different methods of collecting 
and utilizing information. 


Specific measures which will allow the industry 
to earn significant returns from successful 
ventures include implementation of the unitary 
development concept by granting a production 
licence for the entire production area within 

a permit; retaining the nominal 10 per cent 
royalty which may be reduced where economic 
conditions warrant; making the Progressive In- 
cremental Royal (PIR) payable only after a 
reasonable rate of return has been generated; 
and providing a PIR holiday for those discov- 
eries made prior to June 30, 1980. In addi- 
tion, the absence of rentals on exploration 
permits and provision of a refund of rentals 

on provisional leases for new exploration work 
retains the "no front end load" principle and 
ensures that scarce resource capital is chan- 
nelled directly into exploratory work. In this 
way the Government is delaying the collection 
of the Crown's share of resource revenues until 
such time as production takes place and suffi- 
cient revenues are generated to carry such a 
fiscal load. 


It is intended that the proposed Petroleum and 
Natural Gas Act will provide for: 


(1) A degree of certainty of tenure for the 
holders of oi] and gas rights, as indi- 
cated in attached Schedules A and C; 


(2) A fair share to Canada of the economic 
rent generated from oil and gas produc- 
tion in Canada's frontier areas, by means 
of a 10% royalty with further returns to 
the Government through the Progressive 
Incremental Royalty system, either in 
production or in cash, as outlined in the 
attached Schedule D; 


(3) Assurance that Canadian consumers wil] 
have access to reserves developed in 
Canada's frontier areas, notwithstanding 
the existence of any export contracts 
between producers and purchasers. 


The new Act will authorize Regulations that 
impact on present contractual obligations. 
These will include provisions designed to 
accelerate oil and gas activity, including: 


(1) Marked increases in work obligations for 
existing permits in most areas, as de- 
tailed in the attached Schedule B; 


(2) Issuance of production rights only upon 
the commencement of production, and for 
Shorter periods of time; 


(3) The option for Petro-Canada to 
acquire a 25% working interest in any 
existing grant for which a special-re- 
newal permit is granted or in any pro- 
visional lease issued before a discovery 
has been made; 


(4) A guideline of 25% as the minimum level 
of Canadian participation in production 
licences and for provisional leases when 
a discovery has been made, below which the 
Minister may not wish to issue such a 
lease or licence (Canadian equity in ex- 
isting permits is indicated in Figure 2); 


(5) Authorizing the administering authority 
to order the commencement and continua- 
tion of production; 


(6) Authorizing the Minister to stipulate the 
posted price of oil and gas production, 
on the basis of fair market value at 
fieldgate or extraction plant; 


(7) Authorizing the Government to take its 
royalty in production or in cash; 


(8) Requiring permittees, lessees and licen- 
cees to submit to the administering au- 
thority copies of contracts and agreements 
that: 


(a) transfer any interests; or 


(b) create oi] and gas supply arrange- 
ments; and, make provision for pos- 
sible Ministerial approval of farm- 
outs; 


(9) Providing for shorter confidential periods 
for proprietary information i.e. geophys- 
ical, geological, feasibility, environ- 
mental; 


(10) Authorizing the Minister to order explo- 
ration drilling on a specified prospect 
within a reasonable time; 


(11) Broadening the Minister's authority in 
ordering development drilling of dis- 
covered reserves; 


(12) Making administrative and operational con- 
ditions subject to amendment of the Regu- 
lations from time to time; 


(13) Providing for the issuance of Crown Re- 
serves (acreage not covered at present 
by permit or lease, or which reverts to 
the Crown upon surrender of existing per- 
mits and leases) in the form of: 


(a) Exploration agreements and production 
licences upon such terms and condi- 
tions as may be stipulated by the 
Minister in a Notice of Sale; or 


(b) In the case of direct issuance with- 
out public tender, upon such terms 
and conditions as may be stipulated 
by the Governor-in-Council. 


It is intended that those sections of the exis- 
ting Canada Oil and Gas Land Regulattons that 
are not involved in or are not inconsistent 
with this Statement of Policy nor with oper- 
ational and conservation measures covered under 
other legislation, will be retained in their 
intent in the new Regulations. 


The transitional period of one year for the 
phase-in of new levels of work obligations will 
commence one year from this announcement or on 
promulgation, whichever comes last. The phas- 
ing in and implementation of those other ele- 
ments of the proposed new Regulations impacting 
on existing permits and leases will be made 
effective as of the date of their promulgation. 


NORMAL PERMIT ACREAGE IN 
GOOD STANDING (000,000’s) ACRES 


Figure 1 
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SCHEDULE A 


PROPOSED LEGISLATIVE ELEMENTS 


AS RELATED TO EXISTING PERMITS AND LEASES 


Legislative Element 


GENERAL 


Administrative and opera- 


tional conditions. 


Proposal 


Subject to amendment of the Regulations from time to time. 


Fiscal principles and periods | Embodied in proposed new Petroleum and Natural Gas Act. 


of tenure. 


EXPLORATION LICENCE 


EXPLORATORY PERMIT 
DISPOSITION 


Unalienated lands (lands 
never issued). 


Crown Reserves (lands 
returned to Crown). 


PERMIT TENURE 
Initial term: 


(7) Mainland. 


(ii) North of 700 (large- 
ly Arctic Islands). 


(iii) Offshore. 


Statutory renewals. 


Extensions. 


Special renewals (follow- 
ing statutory renewals). 


PERMIT WORK REQUIREMENTS 
Initial term. 


Statutory renewals. 


No change in one-year term and qualification requirement s. 
Licensee to be subject to deposit or bonding requirements 
to ensure submission of reports and adequate liability 
against pollution damage. Issuance of further licences de- 
pendent upon satisfactory performance. 


All unalienated lands to be deemed Crown Reserves. Al] 
lands in future to be disposed of by public tender, or in 
special cases by Order-in-Council (see Schedule C). May 

at Minister's discretion be made available for filing if no 
bids tendered. Petro-Canada will have certain preferences 
to acquire Crown Reserves. 


No change. 


No change. 


No change. 
No change. 
No change 


At Minister's discretion. More than one renewal of one or 
more years may be granted subject to a maximum of 10 years 

in aggregate, taking into consideration such factors as 
availability and progress of technology, regional conditions, 
desired levels of activity, etc. 


No change. 


New work obligations take effect one year after the permit 
anniversary date next following the official governmental 
announcement on the new Regulations or the next anniversary 
date following promulgation of the new Regulations, which- 
ever comes last, for the remaining renewal periods 
(Schedule B). - 


SCHEDULE A 


Legislative Element (cont'd. ) Proposal] 
a en GE AN i AE 
3. Special Renewals. At Minister's discretion. Work requirements may be stipula- 


ted for period of greater than one year and may indicate 
specific work programs. Levels of work requirements, which 
may be made public on a regional basis from time to time, 
shall take into consideration such factors as noted above 

in B 4. If no prior discovery Petro-Canada will have option 
to acquire up to a 25% working interest (including any exis- 
ting interest) with no pay back of previous exploration 


costs. 

D. PERMIT RENTAL 

1. Initial term. Nil. 

2. Statutory renewals. Nil. 

3. Special renewals. At Minister's discretion. 

E. PERMIT GROUPING 1,000,000 acres within a 100-mile circle, to apply to new 
groups and regroupings after promulgation of the new Regula- 
tions. 

IV. OIL AND GAS PRODUCTION 

RIGHTS 
A. PROVISIONAL OIL AND GAS LEASE 
1. Powers of lessee. Provisional lease will allow the lessee to carry out explo- 


ratory work and to drill delineation and development wells, 
but no authorization to produce oi] and gas. 


2. Right to lease. Can select provisional lease at any time. If no prior dis- 
covery Petro-Canada will have right to acquire 25% of wor- 
king interest (including any existing interest) with no pay 
back of previous exploration costs. 


3. Qualifications. No change except that, where a discovery has been made, the 
Minister may not be satisfied where net Canadian Ownership 
of the lease is less than 25%. 


4, Term. 5 years. 


5. Renewals. At Minister's discretion up to an additional five years, or 
longer where he is satisfied that productive capability has 
been established but no market exists or where there are 
other sufficiently compelling circumstances. 


6. Lease area. Up to whole permit area. 
7. Royalty. Not applicable. 
8. Rental. $2.50 per acre per year. 


Legislative Element 


Rental reduction. 


Obligations to lease. 


Method of acquisition. 


Reversion of land to 
Crown. 


Drilling orders. 


Grouping. 


OIL AND GAS PRODUCTION LICENCE 
Powers of holder. 


Right to licence. 


Qualifications. 


Term. 


SCHEDULE A Merb Be 
(cont'd. ) ane 


a) Reducible by the application of approved expenditures, 
of which no more than 50¢ per acre per year shall be 
from permit stage. 


b) Minister may reduce rentals where he is satisfied that 
productive capability has been established but no mar- 
ket exists or technology to develop such production 
does not exist. 


Administering agency may order conversion to provisional 
lease of appropriate portion of a permit, and/or adjacent 
permits, following his declaration that a commercial dis- 
covery has been made. 


No change. 


All of permit may be retained in provisional lease form 
until conversion to production licence. 


All registered holders of interests in a provisional lease 
shall be subject to drilling orders: 


a) After 2nd anniversary, Minister may order the drilling 
of a well to commence on the provisional lease within 
one year. 


b) Where a commercial discovery has been declared, the 
Minister may at any time order the drilling of a 
follow-up well within one year. 


c) Where a commercial discovery has been declared and 
relevant well information made available, Minister may 
order the drilling of a well to an appropriate horizon 
on each adjacent provisional lease within one year. 


d) Where a well has been drilled pursuant to a previous 
order and has been either abandoned, suspended or com- 
pleted without being declared a commercial discovery, 
the Minister may after a year order the drilling of 
another well. 


Lessee may group 250,000 acres of provisional lease within 


a 24-mile radius for purposes of satisfying exploration 
work or a drilling order. 


To develop, produce and sell oi] and gas. 


Production licence shall be granted to qualified applicant 
upon commencement of production. 


No change except that the Minister may not be satisfied 
where net Canadian ownership of the licence is less than 
25%. 


10 years. 


Legislative Element 


Lb 


16. 


Renewals. 
Licence area. 


Royalty. 


Reduction of royalty. 


Progressive Incremental 
Royalty 


Reduction of Progressive 
Incremental Royalty. 


Rental. 
Rental reduction. 
Form of payment of royalty 


and profit share. 


Drilling orders. 


Requirement to produce. 


Ring-fence. 


Reversion of land to 
Crown. 


TRANSFERS AND ASSIGNMENTS 


SCHEDULE A 
(cont'd.) Proposal 


10 years each on basis of production capability, subject to 
prevailing terms and conditions. 


One section minimum, or one or more blocks of adjoining 
sections covering up to the whole of the productive area 
or areas within a permit or provisional lease. 


10%. 


Governor-in-Council may order reduction where necessary to 
commence or continue production or implement conservation 
measures. 


Fields will be subject to an incremental royalty above a 
25% floor rate of return based upon revenues received after 
deduction of operating costs, and basic royalty and allow- 
ances for investment and income tax. 


Progressive Incremental Royalty (PIR) will be exempted for 
a period of 3 years from the date when PIR would first be- 
come payable in respect of all discoveries made on or be- 
fore June 30, 1980. 


No provision. 
Not applicable. 


At discretion of Minister, either in cash calculated at 
fair market value as agreed to by Minister, or in kind 
delivered in marketable condition. 


Administering agency may in matters of production and con- 
servation order the drilling of development wells at any 
time. 


Administering agency may order commencement and continuation 
of production. 


In view of the investment allowance and the 25% floor rate- 
of-return envisaged before the incremental royalty comes 
into play, the ring-fence for purposes of exploration-ex- 
ploitation costs will include only the discovery well and 
successful-delineation-well sections plus immediately ad- 
jacent sections and any additional sections the administer- 
ing agency may approve. 


Upon conversion to production licence, the licensee may 
retain in permit or provisional-lease form sections not in- 
cluded in the production licence until the normal permit or 
provisional-lease expiry date. 


Transfers to be subject to approval of the administering 
agency. Prior filing of third-party agreements required, 
within 15 days of signing and, following proclamation, terms 
and conditions may require approval of the Minister. Assign- 
ments made under Section 82 of the Bank Act to be registered 
when Bank Act is amended to take into account conditions of 
new 011 and gas legislation. 


Legislative Element 


SCHEDULE A 
(cont'd.) Proposal 


eee 


VI. ADMINISTRATIVE PROVISIONS 


A. APPROVAL OF WORK 


B. SUBMISSION OF REPORTS 


C. RELEASE OF INFORMATION 


i General. 


23 Release from confidential 


(i) Exploratory 
well data. 


(ii) Delineation well. 


(iii) Development well. 


(iv) Geological work. 


(v) Geophysical data. 


(vi) Research or 
feasibility. 


(vii) Environmental. 


VII. CANADIAN PREFERENCE 
PROVISIONS 


VIII. TRANSITIONAL ARRANGEMENTS 


A. EXISTING PERMITS 


Prior approval of administering agency to be required in 
respect of each program before commencement of work. In- 
dividual drilling authority to be required for wells deeper 
than 500 feet. 


Interim reports to be submitted on a current basis during 
the course of a work program, and final reports within a 
year of completion of program. 


Release dates to be tied into completion dates of work pro- 
grams as follows: 


2 years from rig release. 


Release date same as that for the discovery well or 60 days 
from rig release, whichever is later. 


60 days from rig release. 


5 years from completion of program or termination of rights, 
whichever is earlier. 


5 years from completion of program or upon termination of 
rights, whichever is earlier; 10 years in respect of work 
carried out prior to the date of this announcement and for 
which a specific governmental commitment has been given 

in writing. 


5 years from completion of study or upon termination of 
applicable rights, whichever is earlier. 


Upon submission. 


(i) Canadian individuals and Canadian controlled corpo- 
rations may be accorded preferential treatment in 
the issuance of provisional leases, production 
licences and new rights from Crown Reserves. 


(ii) Canadian sourcing of goods, services and research 
where possible and practical. 


Subject to the new regime except that new work obligations 
do not take effect until 1 year after the permit anniver- 
sary date next following the official governmental announce- 
ment on the new Regulations, or the next anniversary date 
following promulgation of the new Regulations, whichever 
comes last (an extension of the transitional period 

to a maximum of 4 years may be given where permittees 

have encountered hardship as a result of moratoria 

imposed by the Government on exploration work). 


Legislative Element 


VIII. TRANSITIONAL ARRANGEMENTS 


B. 


EX: 


~ (cont'd.) 


EXISTING LEASE 
APPLICATIONS 


EXISTING LEASES 
(Including Corridor 
Acreage) 


No discovery. 


Discovery. 


Producing. 


ORDER TO DRILL EXPLORATORY 
WELL n 


SCHEDULE A 
(cont'd.) Proposal 


Applicant's option, to be exercised within 90 days after 
anniversary date next following promulgation of new 
Regulations: 


(i) Continue in permit form under existing special renewal 
terms for 1 year, unless commercial discovery declared 
during this period; or, 


(ii) Take provisional lease, subject to new regime but with 
old lease rental conditions for 1 year, unless commer- 
cial discovery declared during this period. 


In the case where a lease applicant chooses to withdraw his 
application, rentals paid to date shall be returned except 
for those tendered with the application in respect of the 
first year. 


Lessee's option, to be exercised within 90 days after anni- 
versary date next following promulgation of new Regulations: 


(i) Revert to permit form under special renewal for 1 year, 
unless commercial discovery declared during this period; 
Ons 


(ii) Take provisional lease, subject to new regime but with 
old lease rental conditions for 1 year, unless commer- 
cial discovery declared during this period. 


(i) Prior to declaration of commercial discovery, lessee 
to have options as in 1 above. 


(ii) Where commercial discovery declared, lessee to convert 
to provisional lease. 


(i) Where production has commenced prior to December 31, 
1975, lease to be subject to new regime but no change 
in fiscal requirements. 


(ii) Where production commences after above date, lease to 
be subject to new regime. 


The Minister may require a permittee or lessee to either 
drill or cause to be drilled an exploratory well on a speci- 
fied prospect within a reasonable period of time, or Petro- 
Canada may be directed to drill the prospect. Where the 
latter is the case, the land-holder will have the option to 
participate up to 50% on committing in advance to payment 

of 50% of the well costs. Where he chooses not to partici- 
pate up to the full 50%, he will be allowed a reasonable 
period of time in which to opt to buy back into the prospect 


XS 


ie 


XUT, 


ie 
Le 


Legislative Element 


SUBMISSION OF OIL AND 


GAS SUPPLY CONTRACTS 


PRODUCTION OF OIL AND 


GAS FOR DOMESTIC 
MARKETS 


FEES 
Exploration Licence 


Exploratory Permit 
Exploration Agreement 


Oil and Gas Lease 
Provisional Lease 
Production Licence 
Transfers of Interest 


Grouping of Permits 


Regrouping of Permits 


SCHEDULE A 
(cont'd. ) Proposal 


te ees oe pene eee PG | 2 eee SR Se PR ke ais Be es 
ORDER TO DRILL EXPLORA- 


~ TORY WELL (cont'd.) 


up to 50% after the first well is drilled upon payment of 
a penalty of 4 times the proportionate costs incurred by 
Petro-Canada, or after the second well upon payment of a 
penalty of 6 times, or 8 times after the third well. 


Oil and gas supply contracts to be submitted in confidence 
to administering authority. 


Government may order, where deemed to be required in the 
public interest, the commencement of production into domes- 
tic oil or gas markets at prevailing wellhead prices not- 
withstanding the existence of a developer-purchaser con- 
tract or agreement involving export of the oil or gas. 


$25 .00 


Not applicable 
$250.00 


Not applicable 
$50.00 
$100.00 
$25.00 
$100.00 


$100.00 
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SCHEDULE B 
WORK REQUIREMENTS FOR STATUTORY RENEWALS ON EXISTING PERMITS 
Permit Region Proposal 


CANADA LANDS ADMINISTERED BY 
ENERGY, MINES AND RESOURCES 


a Gt Ne re en $1.50 P 


Epaal OETKGe AG Ben Gc Oe ee ae ee $1.50 

GUO cro emi AWHENCOSER aio ctor. ceg sie selec bee ee $1.00 

NOGENCASTONCWOURC TANG. 855 seus cea. oe ce soe $1.00 

BaD tC Geri e cer reer fo eters tae Sheds bias ee $1.00 

BUdsOneDay .—  HUCSONYSLrAal ts fc dcl osc Meee $0.50 

ISS UBT OVE RS ng ra Pesta MANGO eg ech Mt ME a on $1.00 Pegs maaan ames 
where water depth is less than 
600 meters; no change from 

CANADA LANDS ADMINISTERED BY present rates where water depth 


INDIAN AFFAIRS AND NORTHERN DEVELOPMENT 
is greater than 600 meters. 


Geom ls lod Sturn sc 01, «/avie e ee wk ee See $1.00 
MID P AGRIC UO TESIOVE fers .cic sas seein. o's feet $0.50 
MOG KON ZemUe IU strats sor ove oieletAoleks oie: a0. «20s $1.50 
BEANO SSCA nrtes ac ate toe wer Siar ead os atae yg $1.00 
Mahan CMe GiiLON TCS ert ars sa nists a lalersis cies ee $1.00 
BoM C OY tas DAVES co rel bstene et isis espe vloaeeys $0.50 
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SCHEDULE C 


COMPARATIVE TABLE OF PRESENT AND PROPOSED LEGISLATIVE ELEMENTS AS RELATED TO 


Legislative Element 


GENERAL 


Administrative and 


operational conditions. 


Fiscal principles and 


period of tenure. 


EXPLORATION LICENCE 


EXPLORATION RIGHTS 


EXPLORATION AGREEMENT 


Powers of holder. 
Qualifications. 
Area. 


Disposition. 


Form of bid. 


Tenure. 
(i) Initial term 


(ii) Renewals. 


Work requirements. 


Issuance fee, 


Canadian content. 


DISPOSITION OF CROWN RESERVE RIGHTS 


Proposal 


Subject to amendment of the Regulations from time to time. 


| As prescribed at time of issuance of rights. 


No change in one-year term and qualification requirements. 
Licensee to be subject to deposit or bonding requirements 
to ensure submission of reports and adequate liability 
against pollution damage. Issuance of further licences 
dependent upon satisfactory performance. 


Exclusive right to drill wells, and production licence type 
A shall be granted upon commencement of production. 


Person or corporation qualified to hold a production licen- 
cee See TV Ato 


One or more contiguous grid or part grid areas. 

By public tender, or in special cases by Order in Council. 
As prescribed by Minister, and may include for example: 

- Crown participation; 

- Work program and/or bonus; 


- Canadian content; 
- Minimum cash bonus. 


Se tO; On Veans. 

Agreement may be renewed for up to one half of original 
area subject to terms and conditions as Minister may pre- 
scribe and in accordance with prevailing Regulations. 


As prescribed by Minister; may be in the form of specific 
work programs. 


2¢/acre but no less than $1,000. 
Use of Canadian goods and services as may be stipulated in 


terms of Notice of Sale or as may be negotiated with the 
Minister at time Agreement is made or renewed. 
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SCHEDULE C 


Legislative Element (cont'd. ) Proposal 


IV. PRODUCTION RIGHTS 


A. PRODUCTION LICENCE TYPE A 


Ts Powers of holder. To develop, produce and sell oil and gas. 

on Right to licence. Production licence shall be granted upon commencement of 
production. 

ne Qualifications. No change except that the Minister may not be satisfied 


where net Canadian ownership of the licence is less than 
25%; or a level as may be stipulated in the Notice of Sale. 


4. Licence area. One section minimum, or one or, more blocks of adjoining 
sections covering up to as much of the productive area as 
is stipulated in the Exploration Agreement. 


a Royalty and/or Crown As prescribed by the Minister. 
interest. 
6. Initial term. 10 years. 
if Renewals. On the basis of production capability and subject to terms 


and conditions as prescribed by the Minister. 


B. PRODUCTION LICENCE TYPE B 


As Powers of holder. Applies where no exploration rights exist. 

ra Disposition. Licence issued by public tender or directly by Order-in- 
Council. 

Se Qualifications. No change except that the Minister may not be satisfied 


where net Canadian ownership of the licence is less than 
25%; Or a level as may be specified by the Order-in-Council. 


4, Licence area. No change. 

aM Form of bid. As prescribed by Minister, and may include for example 
- Minimum cash bonus; 
- Royalty; 


- Crown participation; 
- Canadian content. 


6. Initial term. As prescribed by Minister where issued by public tender or 
prescribed by Order-in-Council where issued directly. 


ras Renewals. On the basis of production capability and subject to terms 
and conditions as prescribed by the Minister. 


8. Rentals. No change. 
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SCHEDULE D 


FUNDAMENTALS OF THE PROGRESSIVE INCREMENTAL ROYALTY 


CONCEPTS 


The Government's policy statement announces 
the creation of a new instrument -- the Pro- 
gressive Incremental Royalty -- which, in com- 
bination with a 10% production royalty, and 
normal income taxes, constitute the new fis- 
cal package for oil and gas development on 
Canada Lands. 


The Progressive Incremental Royalty (PIR) is 
being proposed as a means of implementing the 
unitary development concept and as a replace- 
ment for such fixed and front-end-loaded fis- 
cal burdens as volume-related royalties and 
the reversion of some land holdings to the 
Crown. This change is to improve both the 
efficiency of taxation and the industry's in- 
centive to invest. 


The Progressive Incremental Royalty is cost- 
sensitive. Cost differences between pools in 
Canadian frontier areas are likely to be dra- 
matic, and equity demands a fiscal system that 
recognizes this. The Government participates 
on a field-by-field basis by virtue of its 
ownership of resources in the ground. It is 
progressive to encourage the development of 
marginal fields, yet assure to Canadians the 
income they deserve from any profitable hydro- 
carbon deposits which may be discovered in 
Canada's frontier areas. Finally, it is in- 
cremental as it applies only to income in 
excess of all costs and a basic minimum 
profit. Furthermore, it is tncremental to the 


other Government revenue collection instruments 


insofar as it is calculated after income taxes 
and the production royalty. 


A comparison of the Government take yielded 
by the suspended regulations to that of the 
new PIR system demonstrates that the proposed 
system is less burdensome on the marginal 
fields but collects more on the lucrative 
field. 


The PIR rates, in combination with the fixed 

10% royalty and normal income taxes, are de- 

signed to yield competitive returns by inter- 
national standards. 


The level of Government collection is geared 
to the geological potential of the field, and 
scope remains for the exceptional field to 
produce exceptional returns. 


If one considers oil and gas reserves as a 
capital asset which the nation contributes to 
the industry, then the 10% royalty might be 


regarded as a safeguard minimum income. PIR 
ensures that the Government return will be 
greater on deposits which are unusually rich. 
The private investor receives symmetrical 
treatment. The untaxed portion ensures that 
investors should earn at least a basic return 
on their project. At the same time it ensures 
that private profitability will continue to 
increase with the value of the find. 


The PIR is applied to annual profits remaining 
after all expenses (such as development in- 
vestment and operating costs, income taxes and 
the fixed royalty) and also a basic profit on 
the investment have been recovered. Because 
exploration costs are impossible to assign to 
individual discoveries, the basic profit on 
the identifiable part of the investment -- the 
development costs -- must be high enough to 
provide adequate returns on the total expen- 
diture. Thus the PIR is designed to allow a 
return on development expenses capable of ab- 
sorbing the cost of exploration not specific- 
ally accounted for. 


Table 1 shows the rate of PIR increasing with 
the rate of "profit". No PIR is imposed on 
annual profits measured on development invest- 
ment of less than 25%, because this is the 
minimum rate which is considered sufficient to 
yield a reasonable return on both development 
and exploration expenditures. For profits 
higher than this the PIR rate rises quite 
sharply, but levels out at rates approaching 
40%. Figures 1 and 2 illustrate the flexibil- 
ity of this sytem as compared with the sus- 
pended regulations. 


OUTLINE OF PIR 


1. The PIR imposes a levy on profits from the 
production of oil and gas from federal 
lands in the Territories and the Offshore. 


2. For purposes of computing the profits for 
the PIR, each field is "ring fenced", Ex- 
penditures within the ring fence may be 
applied to the field in accounting for 
DrOtitse 


The ring fence for offshore fields will 
extend to the onshore point where petro- 
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SCHEDULE D 
(Cont'd.) 


leum is laid down in Canada. Gas plants 
will normally be included within the ring 
fence of a gas field. 


The annual profits for the PIR are calcu- 
lated as follows: 


Revenues at the field gate, less 


Operating expenditures (not including 
interest costs or inter-company land 
acquisition costs such as overriding 
royalties); 


Capital Allowance; 
Federal Royalties of 10%; 
Federal Abatement. 


The Capital Allowance provides for the 
write-off of investment at the maximum 
rate of one sixth per year starting in 
the year of investment. If allowances 
are not required to reduce or eliminate 
the PIR payable they may be carried for- 
ward and used at the discretion of the 
operator in later years. The cumulated 
allowances taken shall not be greater 
than 100% of investment. 


The Federal Abatement is an allowance 
for federal income tax payable, calcu- 
lated as though income tax were appli- 
cable to the profits from the field. 


Note: Capital cost allowances and 
earned depletion from investment within 
the ring fence must be taken in the same 
manner as the company takes them for 
actual income tax purposes. 


4. 


Exploration expenditures outside of a field 
are not deductible in calculating the 
Federal Abatement nor in any other manner 
for calculating the PIR. 


The PIR will not apply in any year unless 
annual profits divided by depreciated ring- 
fenced investment are greater than 25%. 


For purposes of the PIR formula, the ring- 
fenced investment shall be depreciated at 
the rate of 10% annually, declining bal- 
ance. (If the investment base were not 
depreciated, PIR collections would quickly 
fall to zero.) 


The PIR is a rent collection system which 
taxes profits. As such any fluctuation in 
either price or costs -- as they affect 
profits -- will determine the rate of tax. 
There is a minimum profit-investment ratio, 
25% in this proposal, below which the tax 
is ‘not imposed. As profitability increases, 
the rate of tax also increases; however, at 
a slower rate. The average rate is zero 
until profits divided by depreciated in- 
vestment equals 0.25. It then rises and 
has an absolute maximum of 40%. 


Expenditures with the ring fence, which 
were incurred more than six years prior to 
granting a production licence, can be 
grossed up by 10 percentage points per year 
for each year in excess of six years, with 
a maximum of 50% of cash outlay. This 
means that only expenses more than eleven 
years old would get the maximum allowance 
Of SU. 


SCHEDULE D 
(Cont'd) 


Table 1 


EXAMPLES OF PROGRESSIVE INCREMENTAL ROYALTY (PIR) RATE 


Prot it* PIR Profit PIR Profit PIR Profit PIR 

Ratio Rate Ratio Rate Ratio Rate Ratio Rate 
Zor 4) 36 aay 47 Ios, 58 22.8 
26 Tee By, 13.0 48 19.2 59 Hye 
27 330 38 tox? 49 19.6 60 COR 
28 4.3 39 42 50 20.0 6] 2326 
29 525 40 15%6 5] 20.4 62 23.9 
30 6.7 4] 15e6 D2 20.8 63 (a 
3] Ted 42 1642 53 ZN 64 24.4 
32 8.8 43 16.7 54 Zs 65 24.0 
3 Ooh 44 Wass: 55 a \hess 
34 10.6 45 Is 56 Loe 
Sh) a4: 46 1833 oy) 2255 


* Profit-ratio is the ratio of annual profits to cumulative depreciated development investment. 


** Profit shares are imposed only on returns in excess of this level. This is considered to 
be the minimum return on development investment, which will provide an adequate return on 
total (development plus exploration) expenditures. 


The above rates are calculated according to the following formula: 
PIR 


P 
i 


(P= .25 x I) x -40 
Pronrit 
Depreciated Investmen 


. as defined in the text. 
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GOVERNMENT SHARE OF NET FIELD CASH FLOW 
PRODUCTION ROYALTY+INCOME TAX+INCREMENTAL ROYALTY) 


Figure 1 Figure 2 
GOVERNMENT TAKE GOVERNMENT TAKE 


CERI ON Oe SE PHEMETIOTS) COMPARISON OF SUSPENDED REGULATIONS (GAS) AND 


100% aad PROPOSED SCHEME (1975) 
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GOVERNMENT SHARE OF NET FIELD CASH FLOW 
(PRODUCTION ROYALTY+INCOME TAX+INCREMENTAL ROYALTY) 
5 
| 


10% 10% 


Eo eee ce tele kde ney LOWEST LOW MEDIUM HIGH 
PROFITABILITY PROFITABILITY PROFITABILITY PROFITABILITY PROFITABILITY PROFITABILITY PROFITABILITY PROFITABILITY 
FIELD SCOTIAN MACKENZIE SCOTIAN MACKENZIE 
EXAMPLES SHELF Seirk SHELF DELTA FIELD LABRADOR LABRADOR = MACKENZIE SCOTIAN 
100 MM BBL 200 MM BBL 200 MM BBL 3000 MM BBL EXAMPLES SHELF SHELF DELTA SHELF 
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* Assuming royalty of 10% (no corridor assumed) # Assuming Rovelty oClostline cadet ot i: 
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